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Aryeh S. Friedman 
Senior Attorney 

Room 3A231 
900 Route 202/206 North 
Bedminster, NJ 07921 
Phone 908 532-1831 
Fax 908 532-1281 
€Mail friedman@att com 

January 29,2004 

Via Electronic Filinr: 
Marlene Dortch 
Secretary 
Federal Communications Commission 
445 12” Street, S .W,  TW-A-325 
Washington, DC 20554 

Re In the Matter of Section 272(b)(l) ‘s “Operate Independently ” Requirement for  
Section 272 Afiliates WC Docket No 03-228 

Dear Ms. Dortch: 

In order to make an informed determination regarding the costs, if any, incurred by the 
BOCs as a result of the operation, installat~on, and maintenance (“OMM’) and joint ownership 
safeguards, the Commission needs the supporting documentation described below. In the 
absence of such information and the ability of the Commenters to see and comment on it, the 
Commission cannot and should not accept the BOCs cost claims. Accordingly, AT&T hereby 
requests that the BOCs produce the data identified herein AT&T would be willing to review 
any proprietary material under the Protective Order already entered in this proceeding. 

Verizon and SBC have each asserted in this proceeding that they have incurred, or Will 
incur, hundreds of millions of dollars in complying with the section 272(b)(l) safeguards.’ In the 
related O l X M  Forbearance proceedings’ each, in response to AT&T’s demand that they 

SBC Comments at 2 and note 5 and 6; Verizon Comments at 15. 
Verizon Petition for Forbearancekom ihe Prohibition of Sharing Operating, Installation, 
and Muinienance Functions Under Section 53 203(a)(2) of the Commission’s Rules, CC 
Docket No. 96- 149 (“ Verizun Ol&M Forbearance Proceeding”); Petition ufSBCfor 
Forbearance t o m  the Prohibition of Sharing Operating, Installation, and Maintenance 
Functions Under Seciion 53 203(a)(2) and 52.203(~)(3)  oj‘the Commission$ Rules and 
Modif cation of Operating, lnstallutlon and Maintenance Conditions Contained In the 

I 
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1 substantiale the very samc claims, submitted one or more exparies under protective order that 
did no more than identify categories of costs, provide an unsubstantiated total cost to each 
category and then apply a percentage to each category claimed to be the portion allocable to the 
section 272(b)(l) safeguards Both BOCs failed to produce any of the underlying documentation 
(including documentation from Texas and New York where they had experience with these 
safeguards) that might support those cost numbers or percentages, although AT&T offered to 
review that material under a Protective Order. BellSouth and Qwest, on the other hand, claimed 
that the cost of compliance is far lower. BellSouth, for example, claimed costs of only $3.3 
million a year j 

In light of the zpse drxii nature of the BOCs, claims, the incentives of the BOCs to 
exaggerate their costs in order to be relieved of their statutory obligations, and the wildly 
disparate savings claims between the BOCs (and the Commission has previously noted the 
significance of inter-BOC benchmarking to test the veracity of their claims),6 the Commission 
cannot rely on  the BOCs’ cost claims unless the BOCs provide the Commission and the 
Commenters with the following data. 

SBC/,4merrrech Merger Order. CC Docket No. 96-149,98- 141 (“SBC OI&M Forbearance 
Proceed&’) 
Ex parre Letter from David Lawson, on behalf of AT&T, to Marlene Dortch, FCC, CC 
Docket No 96-149 (Nov 15,2002) at I ,  Ex parre Letter from Aryeh Friedman, AT&T, to 
Marlene Dortch, FCC, CC Docket No. 96-149 (Jan. 3 2003); Comments of AT&T Corp, CC 
Docket Nos. 96-1 49, 98- I4 I (July I ,  2003). 
Ex purle Letter from Paul S. Fiera, on behalf of SBC, to Marlene Dortch, FCC, CC Docket 
No 96.149, 98-141 (OCI 2 I ,  2003) (“SBC’s ex parte cost submission”); Ex parte Letter 
from Dee May, Verizon, to Marlene Dortch, FCC, CC Docket No. 96-149 (June 4, 2003), 
and Ex parie Letter from Dee May, Verizon, to Marlene Dortch, FCC, CC Docket No. 96- 
149 (June 24. 2003) (“Verizon’s June 24 ex parte cost submission”), although the 
information claimed by each BOC to be proprietary was elsewhere publicly disclosed by 
that BOC. Compare. SBC OI&M Petition, CC Docket No. 96-149,98-141, Dietz 
Declaration 71 13 and 17. with SBC‘s ex parte cost submission at 4 and 8; and Verizon’s 
June 24 ex. parte cost submission with Ex purtr Letter from Kathryn C. Brown, Verizon, to 
Commissioner Jonathan S Adelstein. CC Docket No. 96-149 (October 31,2003) at 2. 
Ex Parte Letter of Mary L Henze. BellSouth, to Marlene Dortch, FCC, CC Docket No 96- 
149 (Sept. 15. 2003) at 3; Qwest 01&M Forbearance Petition, CC Docket No. 96-149 
(October 3,2003) at 7. 
Memorandum Opinion And Order, ApplrcationA OfAmerrrech Corp , Transferor, AndSBC 
C’omniunicatrons Inc , Transfiree, For Consent To Transfer Conrrol Of Corporalions, 14 
FcC Rcd 1471 2 (1  999) (“ Amrrilech-SBC‘ M e r ~ e r  Order”), 7 106 (“For regulators and 
competitors, comparative analyses of the practices and approaches of a variety of similarly 
situated incumbent LECs can render valuable information regarding network features, 
capabilities and costs ”), Memorandum Opinion And Order, Applrcaiion OfGTE Corp , 
Transferor, And BeN Ailantic Corp , Transferee, For Conseni To Trunsjer Control, 15 FCC 
Kcd 14032 (2000) (“Bell Atlanrrc ~ GTE Merger Order”) 7 133. 



1 .  All workpapers, data, analyses and documentation, including financial reports, 
actually used by the B O G ’  in making their cost savings claims. The BOCs should state the 
assumptions used. such as labor rates, capital costs and depreciation lives, as well as the basis for 
their conclusion that each and every cost identified is actually “driven” by section 272. 

2. Thc specific services that will be contracted for and the anticipated terms and 
conditions tor those services. sufficiently specific and detailed that the Commission would know 
what the affiliate agreement would look like between the BOCs and their Section 272 Affiliate. 

This must include at leas1 the following 

A specific list ofthe type(s) of service(s) 
Frequency of service(s) 
Ernployee(s) (employee class) providing the service(s), including number of 
employees in each class 
Pricing metbodology (i.e FDC, FMV, PCP, Tariff), including comparison of 
FDC/FMV for higher cost pricing (if applicable) 
Price to be charged, including backup data (FDC cost components including 
allocation of joint and common costs, Fair Market Value Studies, PCP records of 
transactions with non-affiliated entities). If prices are charged based on allocated 
rather than direct time reporting, provide the study used to allocate time. 

Detailed explanation on how the costs will be allocated for joint service calls as 3 .  
between the affiliate and the BOC 

4. Identification of the specific expense and revenue account numbers that will be 
associated with a n y  contracted services 

5 .  A draft written procurement procedures, practices and policies for services and 
goods to be provided by the BOC for the section 272 affiliate and goods or services to be 
provided by the section 272 affiliate for the BOC, including the documented details for the 
affiliate’s bidding and selection process 

6.  Detailed description ofthe specific performance metrics that would be included in 
any section 272(d) audit that would be used to identify cost misallocation and discrimination in 
the absence of the section 272(b)( I ) safeguards. 
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Production of this data would not be onerous. To the contrary, AT&T seeks no more than 
what the BOCk likely will have to provide to the auditors in the section 272(d) audit’ the BOCs 
claim will be an adequate substitute for these structural safeguards.8 

AT&T would be willing to view this data under the Protective Order already entered in 
this proceeding to the extent any of the information provided is, i n  fact, confidential or 
proprietary. 

Sincerely, 

Aryeh Friedman 

cc: M. Carey 
S. Bergmann 
P. Megna 
C Shewman 
J Carlisle 
Service l i s t  attached 

The data request is derived from the tieneral Standard Procedures for Biennial Audits 
Required 1Jnder Secrion 272 ofthe Comrnunicalions Aci of 1934, as amended, appended to 
(or for the first Verizon and SBC reports separately provided by the Commission to AT&T) 
the Biennial Audit reports of Verizon, submitted on June 12,2003, CC Docket No. 96-150 
(.‘Verizon’s Second Biennial Audit”), Attachment D and February 6,2002, CC Docket NO. 
96- 150, (“Verizon’s First Biennial Audit”) (unredacted versions); SBC, submitted on 
December I 7. 2003 EB Docket No. 03-199, Appendix B (“SBC’s Second Biennial Audit”), 
and September 16,2002 (unredacted version) (“SBC’s First Biennial Audit”); and 
BellSouth, submitted on November 10,2003, Attachment, Objectives V, VI, and VII. See 
~ 1 . 5 0 ,  BellSouth Reply Comments at 15 (referring to OI&M sewices provided in the context 
of virtual collocation, for which there are performance metrics) 
Verizon Comments at 11-12. Qwest Comments at 7, BellSouth Comments at 1 I .  

7 

X 

4 



CERTIFICATE OF SERVICE 

1 hereby certify that on this 29Ih day of January, 2004, I caused true and 

correct copies of the forgoing Ex Parre Letter of AT&T Corp. to be served on all parties by 

mailing. postage prepaid io their addresses listed on the attached service list. 

Dated. January 29,2004 

/ s i  Karen Kotula 
Karen Kotula 
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Marlene H. Dortch, Secretary 
Federal Communications Commission 
445 1 Street, s w 1401 I Street, N.W. 
Room CY-B402 Suite 400 
Washington, D C. 20554* 

Anu Seam 
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Washington, D.C. 20005 

Qualex International 
Portals I I  
445 12Ih Street. SW, Room CY-B402 
Washington. D.C. 20554' 

Janice Myles 
Wireline Competition Bureau 
445 1 21h Street, sw 
Room S-C327 
Washington. D C 20554 

Michael E Glover 
Edward Shakin 
Joseph DiBella 
VERIZON 
1515 N Courthouse Rd., Suite 500 
Arlington. V A  22201 

John H Hanvood 11 
LynnR Charytan 
Polly B Smothergill 
WlLMER, CUTLER & PICKERING 
2445 M Street, N.W 
Washington. D C 20037-1420 

Andrew D Crain 
Qwest Services Corporation 
607 14Ih Street, N.W 
Suite 950 
Washington, D.C. 20005 

Alan Buzacott 
MCI 
1133 19'hStreet,N.W. 
Washington, D C 20036 

* Filed electronically 

Stephen L. Earnest 
BellSouth Corporation 
675 West Peachtree Street 
Suite 4300 
Atlanta, GA 30375-0001 

Robin E. Tuttle 
United States Teleconi Association 
1401 H Street, N.W. 
Suite 600 
Washington, D.C 20005-2164 

John Benedict 
Sprint Corporation 
401 91h Street, N.W., #400 
Washington, D.C. 20004 

Robert H. Jackson 
Americatel Corporation 
Reed Smith LLP 
1301 K Street, N.W. 
Suite 11 00 - East Tower 
Washington, D.C 20005 
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Before the 
FEDERAL COMMUNICATIONS COMMISSION 

Washington, D.C. 20554 

In the Matter of 1 

Section 272(d) Biennial Audit of 1 
Verizon Communications, Inc. ) 

1 EB Docket No. 03-200 

COMMENTS OF ATLT COW ON VEFUZON’S SECTION 272 
COMPLIANCE BIENNIAL AUDIT REPORT 

Pursuant to the Commission’s December 5,2003 Memorandum Opinion and Order in the 

above entitled matter,’ AT&T Corp. (“AT&T”) hereby submits its Comments on the Report of 

PricewaterhouseCoopers LLP (the “Auditor”) filed on December 12, 2003 in connection with the 

second biennial Section 272 audit of the Verizon companies (“Auditor’s Report”). 

INTRODUCTION AND SUMMARY 

The General Standard Proceduresfor Biennial Audits Required Under Section 272 of the 

Communications Act of 1934, A3 Amended (“General Standard Procedures”) used for this 

Audit’ were woefully inadequate, even less rigorous than those used in the prior audit, failing to 

conduct the proper inquiries and gather the evidence necessary to fully test Verizon’s compliance 

wth the key Section 272 requirements. Thus, even if the Auditor’s Report here had given 

Verizon a clean bill of health, there would be no possible basis to conclude that Verizon 

complied with its Section 272 obligations during the audit period 

I Memorandm Opinion and Order, In re Vernon Communications, Inc., EB File NO. EB-03-IH- 
0341,2003 WL 22870323 (rei. December 5,2003) (Verizon Second Disclosure Order) 121. 

Appended to the Auditor’s Report as Attachment D 2 



But the Auditor’s Report does not give Venzon a clean bill of health. To the contrary, 

even the limited data provided demonstrate pervasive discrimination and anticompetitive conduct 

in  clear violation of Section 272. For example, with regard to DS-1 service in New York and 

Massachusetts, Verizon’s Section 272 affiliate consistently received better performance for 

installation and repair than unaffiliated carriers. The Auditor’s Report likewise details numerous 

violations by Verizon of its Section 272 obligations to, infer alia, operate independently from its 

affiliates (including clear violations of the Operation, Installation and Maintenance or “OI&M’ 

safeguard), to keep separate books, records and accounts, to maintain separate employees, and to 

conduct affiliate transactions on an arms-length basis. Despite gaps that would preclude a 

finding of compliance, the information unearthed regarding Verizon’s practices is sufficiently 

egregious to require the Commission to impose a substantial remedy and penalty. 

The experience with this, and the pnor Auditor’s Reports, also undercuts the BOCs’ 

assertions that the Section 272 structural safeguards are unnecessary because the Section 272 

biennial audit effectively detects and deters the cost misallocation and discrimination that the 

Section 272 safeguards were designed to prevent.’ To the contrary, the section 272 biennial 

audit is virtually useless as a detection and deterrence tool. 

First and foremost, the process for developing the General SIandard Procedures allow 

the BOC to tailor the audit so as to avoid the detection of cost misallocation or discriminatory 

conduct. The BOC negotiates the General Standard Procedures for each audit without any input 

from the unfiiliated competitive carriers directly harmed by the discriminatory conduct or from 

I See, e g., Verizon OI&M Forbearance Petition, CC Docket No. 96-149 (Aug. 5, 2002) at 9; 
Norice Of Proposed Rulemaking, Section 272(b)(l)’s “Operate Independently” Requirement for 
Section 272 Affiliates, WC Docket No. 03-228, FCC 03-272 (rel. November 4, 2003) qq 9-10 
(seeking comment on the effectiveness of non-structural safeguards alone) and Comments of 
Verizon, WC Docket No. 03-228 (December 10,2003) at 12 and note 16. 

2 



the public at large.4 The BOC accordingly can tailor the procedures to avoid my analysis of 

conduct that might violate Section 272. Because unaffiliated carriers are barred from 

participation in this process, the Auditor lacks any access to the details of discrimination endured 

by these carriers - details that might well evidence a broader pattern of discrimination. The 

result is that the most likely areas of discrimination are simply not audited at all, or the Auditor 

merely relies on representations by Management without the ability to demand and review 

underlying documentation. 

This is precisely what occurred here. The General Standard Procedures used in this 

Audit eliminated procedures and documentation requirements that in the first audit identified 

violations (such as whether the bonuses of officers, directors and employees were dependent 

upon the performance of the affiliated company). Not only does this defeat Congress’ intent that 

the audit gather all the evidence necessary to test fully Verizon’s compliance with the key 

Section 272 requirements, but by allowing the BOC to individually tailor and control the scope 

of its own audit, it also undermines public confidence in the Commission’s auditing processes. 

Second, the process continues to be subject to inexcusable delay. The audit period for 

Verizon ended in December 2002. Despite the Commission’s clear ruling in the prior audit 

As more fully explained in AT&T’s Comments on Verizon’s First Biennial Report, CC Docket 
No. 96-150 (April 8, 2002) at 1 I ,  the General Standard Procedures are far weaker than the 
proposed model audit requirements which were the subject of a public notice issued by the 
Commission in 1977, Public Notice, 12 FCC Rcd. 13132A (1997), but never acted on by the 
Commission. The Proposed Model would also have had the virtue of uniformity of auditing 
procedures between the BOCs, allowing for more meaningful “benchmarking.” Memorandum 
Opinion And Order, Applications Of Ameritech Corp., Transferor, And SBC Communications 
Inc., Transferee, For Consent To Transfer Control Of Corporations, 14 FCC Rcd. 14712 (1999) 
(“Ameritech-SBC Merger Order”) 7 106 CFor regulators and competitors, comparative analyses 
of the practices and approaches of a variety of similarly situated incumbent LECs can render 
valuable information regarding network features, capabilities and costs’?; Memorandum Opinion 
And Order, Application Of GTE Corp.. Transferor, And Bell Atlantic Corp., Transferee. For 
Consent To Tramfer Control, IS FCC Rcd. 14032 (2000) (‘‘Bell Arlanric - GTE Merger Order”) 
7 133. 
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proceeding that an unredacted Audit Report must be filed: Verizon submitted a redacted audit 

report in June 2003, deleting all of the critical performance measurement data. Although ordered 

by the Bureau to file an unredacted version in early August, Verizon failed to do so until a year 

after the audit period ended, and only after its frivolous appeal of the Bureau’s decision to the 

Commission was dismissed.6 

Finally, the Commission has failed to take seriously the Section 272 violations uncovered 

by the prior audit. As a result of the violations identified in the first Section 272 audit of 

Verizon, the Commission issued an NAL that accepted Verizon’s efforts to evade the 

performance metrics by unilaterally substituting patently inadequate measurements likely to miss 

or mask discrimination, sanctioned Verizon’s delaying tactics by dismissing other violations 

because the statute of limitations had run, and then imposed nominal penalties for the remaining 

section 272 v~olations.~ 

Memorandum Opinion and Order, In the Maner of Accounting Safeguards Under the 
Telecommunica:ions Ac: of I996 Section 272(d) Biennial Audi: Procedures, CC Docket 
No. 96-150, 17 FCC Rcd. 1374 (“First Verizon Disclosure Order”) recon. denied, Order on 
Reconsideration, 17 FCC Rcd. 6955 (2002) (“ Verizon Reconsideration Order”). 

5 

Verizon Second Disclosure Order, supra note 1 

In the Matter of Verrzon Telephone Companies, Inc. Apparen: Liabiliv for Forfeiture, File 
No. EB-03-IH-0245 (rel. Sept. 8, 2003). There, the Commission found that the Section 272 
biennial audit showed that “Verizon failed to record a total of 43 transactions [out of 70 sampled] 
according to the methods specified in section 32.27” SO that “Verizon has apparently failed to 
justify its accounting entries for approximately $16 million in services provided to its section 272 
affiliate;” zd, 7 13 and imposed a fine of $283,000. Id. 1 17. For the Internet posting violations, 
“because we are barred by the one year statute of limitations” all the Commission could do was 
“admnish the company.” Id. 7 13. Finally, although the audit guidelines required disaggregation 
of services for the purpose of measuring performance, Verizon unilaterally induced the auditor to 
adopt measurements that did not disaggregate the data (see AT&T Comments on the First 
Biennial Audit at 16-22) “to a level sufficient to permit a service-by-senice discrimination 
analysis.” The Commission, accordingly, declined to find any violation. Id. 7 16, n.18. 
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ARGUMENT 

The General Standard Procedures used in this proceeding are even weaker than those 

used in the prior Verizon Audit. Gone, for example, is the requirement that the Auditor, in 

auditing compliance with the “separate officers, directors, and employees” requirement, inquire 

as to whether the calculation of the annual bonuses for the 217 overlapping employees or the 

overlapping officer and director was tied to the performance of the BOC, or the combined 

performance of the BOC and the Section 272 affiliate, even though that was found in the prior 

audit. Other deficiencies in the Auditor’s Report make it impossible to ascertain whether or not 

other violations occurred. The Auditor’s Report, for example, does not disclose the identity of 

the “third party vendors” providing OI&M services or the specific services provided by these 

“third parties.” The Auditor’s Report also reported that Verizon often failed to keep the data 

required under the General Standard Procedures to ascertain compliance. 

Despite these deficiencies, the Auditor’s Report nevertheless identified violations of the 

structural, transactional and anti-discrimination safeguards. The Auditor found persistent 

discrimination in the installation and maintenance of DS-I service in New York and 

Massachusetts that cannot be explained away as simply the result of different choices made by 

the affiliated and unaffiliated carriers. The Auditor’s Report also identified violations of the 

OI&M and joint ownership safeguards as well as a likely violation of the prohibition against 

overlapping officers and directors. Finally, the Auditor’s Report found an overwhelming number 

of violations of the transactional rules by, for example, the provisioning services to the Section 

272 affiliates prior to the execution of a written agreement or amendment, failing to post 

agreements on the web in a timely and complete manner and failing to make these agreements 

5 



available for public inspection. Verizon’s repeated mantra of “administrative” or “human” error 

rings bollow and is simply not credible. 

I. EVEN THE INCOMPLETE DATA PROVIDED IN THE AUDITOR’S REPORT 
DEMONSTRATE PERVASIVE DISCRIMINATION FAVORING THE SECTION 
272 AFFILIATE IN PERFORMANCE METRICS AND IN THE-PROVISION OF 
GOODS AND SERVICES 

A. The Performance Measures Used In The Audits Show Discrimination In 
Providing Special Access Services Used To Provide InterLATA Services 

Under Section 272(e)(l), a BOC must “fulfill” all “requests” by competing carriers for 

“exchange access” and other services under the same time standards that it provides to its 

Section 272 affiliates. In interpreting this vital nondiscrimination obligation, the Commission 

concluded that “the term ‘requests’ should be interpreted broadly’’ to include, at a minimum, 

“initial installation requests, subsequent requests for improvement, upgrades or modifications of 

service, or repair and maintenance of these services.’’ Non-Accounting Safeguards Order 7 239. 

For these and any other “equivalent requests,” the Commission’s rules require that “the response 

time a BOC provides to unaffiliated entities should be no greater than the response time it 

provides to itself or its affiliates.” Id. 7 240. 

In the prior Verlzon Section 272 audit, AT&T noted the deficiencies in the performance 

metrics used in the General Slandurd Procedures (although not applied in that audit) and 

proposed that the Joint Competitive Industry Group Proposal Regarding Performance Metrics 

and Installation Intervals for Interstate Special Access Services submitted in the Special Access 

Docket’ would be a more useful set of metrics AT&T also noted the Auditor’s failure to 

measure persistent discrimination by Verizon between special access services provided by the 

CC Docket No. 01-321 

Exparfe Letter of Patrick Merrick, AT&T, to Marlene Dortch, FCC, May 9,2002, CC Docket 

8 

9 

No. 96-1 50 at 2. 
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BOC “to itself’, i.e., special access services that the BOC has provided directly to “retail” 

customers, versus that provided on a wholesale basis.” These same deficiencies exist here. 

Nevertheless, the performance data provided in the Auditor’s Report indicate that the 

Section 272 affiliates received preferential treatment over unaffiliated carriers.” As explained 

more fully in the attached Declaration of statistician Dr. Robert Bell,’* the Firm Order 

Confirmation Response Time (“FOC”) and “Average Installation” intervals for DS-I service in 

New York and Massachusetts were, for unaffiliated carriers, consistently and materially longer 

than for the 272 affdiate.13 Bell Decl. 77 6-9. Non-affiliates similarly received poorer repair 

service for DS-I (in New York) and FG-D service (in Massachusetts) than the section 272 

affiliates l 4  Bell Decl. 1 IO.  

l o  Id., see also WorldCom’s Comments on Verizon’s First Biennial Audit (April 8,2002) at 7-9. 

Objective VIII, Procedure 4 and Attachment A. Verizon utilized “the methods used to prepare 
the BNGTE Merger Order reports [Condition XIX] ... to provide these Same metrics for the 
special access services” herein. Objective VIII, Procedure 3, Appendix A:65. See also, 
Procedure 4, A:66 (because Merger Conditions were used, the business rules applied are not 
l l l y  consistent with the &‘davits filed in New York, Massachusetts and Connecticut). 
Moreover, the comparison is actually only between VLD and “the top six nonaffiliate long 
distance carriers.” Id. A:67-68. 

l 2  Attachment I hereto. 

1 1  

For FOC intervals, see Attachment A-35 to A-36 (New York); A-15 to A-16 (Massachusetts) 
For Average Installation intervals, see A-37 and A-39 (New York); A-17 and A-I9 
(Massachusetts). The data for New Jersey and Rhode Island showed a similar trend. For New 
Jersey, see A:30 (FOC intervals) and A:31 (Average Installation intervals); for Rhode Island see 
A:65 (FOC intervals) and A:66 (Average lnstallation intervals). The percent of access services 
installed on time (“Percent Met”) data also showed a preference for the 272 affiliate over 
unaffiliated carriers, Id. A-38 and A-40 (New York); A-18 and A-20 (Massachusetts); A-32 
(New Jersey); see also, A-67 (Rhode Island). 

11 

Id. A-41 and A 4 2  (New York); A-21 to A-22 (Massachusetts). Indeed, as Dr. Bell notes, the 
data may understate the differential inasmuch as Verizon excluded “trouble” data that should 
have been included under the business rules Venzon used. Appendix A:77; Bell Decl. 7 10. PIC 
Interval data also show a consistent and material trend of preferential treatment for the 272 
affiliate. Attachment A-43 to A 4 4  (New York, consistently in 2001 and the first quarter of 
2002); A-23 to A-24 (Massachusetts, consistently in 2001 and the first quarter of 2002). see also 

14 
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Verizon does not contest that the performance data show a marked preference for its 

Section 272 affiliate. Instead Verizon tries to explain it away. Verizon alleges that for Special 

Access and Feature Group D results, installations took longer, not because of discrimination but 

purportedly because unaffiliated carriers: (1) tended to request installation dates that were longer 

than the standard interval; (2) required building of facilities more often than affiliated carriers 

(because unaffiliated carriers tended to purchase special access on both high density and less 

dense routes while the 272 affiliates focused only on the former); and (3) orders involved copper 

facilities rather than fiber  order^.'^ The fiber versus copper difference also allegedly explained 

the differences in maintenance data (because trouble incidents are typically less frequent and can 

be restored more quickly on fiber).I6 

However, as Dr. Bell points out, there are numerous defects with the “studies” 

purportedly supporting Verizon’s justifications. There are evident procedural deficiencies. 

Verizon does not disclose the sampling technique (including how the states, carriers and time 

periods sampled were selected). Bell Decl. 7 14. Nor did an independent third party such as the 

Auditor conduct these studies. fd.  

More importantly, the studies are incomplete and do not fully explain the observed 

differential. For example, as Dr. Bell explains, without empirical evidence about the magnitude 

of the delay associated with requested due dates beyond the standard minimum, Verizon’s 

A-53 to A-54 (Pennsylvania (BA), same). Finally, although under Section 272(e)(l), the BOC 
must also “make available to unafiliated entities information regarding the service intervals in 
which the BOCs provide service to themselves or their affiliates,” Non-Accounting Safeguards 
Order 7 242, Verizon “indicated that it does not routinely make available to unaffiliated entities 
information on service intervals in providing service to Section 272 affiliates, other affiliates and 
non-affiliates.” Appendix A:8 1, Objective VIII, Procedure 6. 

’’ Appendix A:71-A:73. 

Id. A:73-A:75. I6 
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analysis provides no evidence that his factor explains a substantial portion - much less all - of 

the large difference between the average installation times for non-affiliates versus affiliates. 

Bell Decl. 7 16. Nor does Verizon provide any empirical evidence as to how many of the 

extended date requests are due to the reasons it identifies. Verizon asserts no more than that “it 

has reason to believe” that customers “sometimes” seek extended requested due dates because of 

their need to construct facilities.” But extended date requests may also be due to Verizon’s own 

requirements or practices, e g., Verizon’s requirement that unaffiliated carriers include additional 

days on the Access Service Request (“ASR) where nine or more circuits are ordered to the same 

location.’* The question of whether the differential shown by the data in the Auditor’s Report 

reflects improper discrimination vel non could have been addressed directly by comparing non- 

affiliate installation times with those for affiliates. restricted to orders where the customer did not 

request an extension to the due date. Id. 

The same deficiencies exist with respect to Verizon’s fiber versus copper comparison. 

Bell Decl. 4 17. Verizon again failed to provide any empirical data on how much longer it takes 

to provision or repair copper as compared to fiber Nor did Verizon make a “like-to-like” 

comparison between affiliated and unaffiliated carriers as to the installation and repair of fiber 

facilities although it had the data to do so. Id. Finally, it is Verizon that controls how an access 

request is provisioned when both fiber and copper are available. Yet no data is provided as to 

whether in those cases its affiliate is more likely to receive fiber while unaffiliated carriers are 

more likely receive copper.” 

A 72. 

See Attachment 2 hereto at 3 

Indeed, the carefully crafted language used by Verizon concedes as much. Verizon asserts that 
its New York study shows that, “[qor the section 272 affiliate, during 2002, 100% of the 

I 8  

19 
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B. 

Verizon self-disclosed here that, in addition to the pre-paid card services described above, 

the Secuon 272 affiliates (VES and GNI) provided voice mail and web maintenance services to 

the BOCs on a sole source basis without soliciting bidsz0 in apparent violation of Section 

272(~)(1).~’ The Auditor’s Report also shows that Section 272 affiliates obtained preferential 

rates for billing and collection services22 and local exchange services.23 

Discrimination In The Provision of Goods And Services 

The Auditor’s Report also states that, based on the sample taken, the BOC’s sales 

representatives failed to inform new customers of their long distance options on 9% of the calls, 

with 1% meeting the criteria of “steering” the customer to the Section 272 Moreover, 

requested special access circuits were requesfed on routes where Verizon BOCLLEC 
provisioned DS1 circuits over fiber end to end. For the major unaffiliated carrier studied, the 
locations of the circuits resulted in 42% of the DSI circuits using copper loops.” Appendix A:73 
(emphasis added). That is, although the unaffiliated carrier may have, like the 272 affiliate, 
requested fiber, that request “resulted in” the unaffiliated carrier being provisioned &th circuits 
using copper loops. The BOC controls what type of access facility will be provided in response 
to a request, i .e. ,  whether the unaffiliated carrier will get fiber or copper. 

’O Objective VU, Procedure 1, Appendix A:55. The voice mail and web maintenance violations 
involved Verizon Advanced Data Inc. (“VADI”). 

” Under Section 272(c)(l), BOCs cannot discriminate in the “provision . . . of goods, services, 
facilities and information.” 

” Objective VII, Procedure I ,  Appendix A:56 to A:57, Table 20. The price per bill was $0.96 
for the unaffiliated purchase samples as compared to $0.90 (under Amendment 1 )  and $0.85 
(under Amendment 2) for VLD; the Manual Adjustment Charge was $10 for the unaffliated 
entity as compared to $5 for both VLD and VES, and the monthly minimum charge was 
$4,666.20 for the unaffiliated entity as compared to $4,000 for both VLD and VES. 

Id A:59-60, Table 21. The Section 272 affiliate obtained preferential rates for a “Non- 
Published Service,” for “Pipe with 23B+D,” at least one of the rates for “Dial Tone Line” and 
“Federal Universal Service Fund Surcharge, Multi Line.” See also, Appendix B-1:8 and 
Table 37 (CICI and TCI purchases of local exchange service from Verizon BOCs). 

24 Objective VII, Procedure 5, Appendix A:60-62 and Table 24. The “steered” customer was 
told that “[ilf you choose Verizon, there is no extra charge, but if you choose another carrier, 
there is a one-time fee of $5.00.” In fact, there is no such fee. Verimn’s notes of the three 

23 
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the sample likely understates the occurrence of violations because of the conditions under which 

it was conducted. Specifically, a Verizon representative sat in on every call monitored by the 

Auditor.*’ The sales representative must have been aware that he or she was being audited and 

aware of repercussions if a violation. Such constraints are not present on a daily basis - t o  the 

contrary, pressures to sign up long distance customers for the Section 272 affiliate a ~ e  likely to 

have the effect of increasing non-compliance. Moreover, Verizon keeps an ongoing log of 

violations?6 yet the Auditor did not ask to see that log to ascertain whether the sampled calls 

fairly represented the frequency or nature of the violations. 

C. Verizon Failed To Maintain Required Data To Veri@ Compliance With The 
Other Non-Discrimination Obligations 

Section 272 requires that BOCs not discriminate with respect to the provision of 

facilities, services, or information concerning exchange access (8 272(e)(2)); the amount charged 

or imputed for access to telephone exchange and exchange access (0 272(e)(3)); and the 

provision of interLATA or IntraLATA facilities or services (8 272(e)(4)). All of these provisions 

were intended to prevent a BOC from using “its control of local exchange facilities to 

discriminate against its affiliate’s rivals,” and thereby, to ensure that ‘baffiliated entities receive 

the same treatment as the BOC gives to its section 272 affiliate.” Non-Accounting Safeguards 

Order 17 194, 204; see ~ d .  7 206 (BOCs should “provide efficient service to rivals of its section 

272 affiliate,” and that the Commission’s d e s  therefore “require[] that potential competitors do 

conversations it disputes are self-serving and should be rejected to the extent they conflict with 
the Auditor’s notes of the same conversations. 

Attachment E: 12. 

26Jd. E:13. 



not receive less favorable prices or terms, or less advantageous services from the BOC that its 

separate affiliate”). 

As in the prior audit, Verizon often failed to maintain the data required under the General 

Standard Procedures to ascertain compliance. Thus, the Auditor could not verify compliance 

with 5 272(e)(2) because the Auditor could not compare the 20 sampled invoices with the 

general ledger because “the amount recorded in the Verizon BOCALEC general ledger for 

exchange access services is an aggregate amount entered in batches and not on a per-invoice 

basi~.”~’ Nor could the Auditor compare at least one invoice to the Electronic Funds transfer 

because Verizon “did not provide the related amount paid.”28 

Similarly, compliance with the imputation obligation of 3 272(e)(3) could not be verified 

for one of the four services tested either because the data from the sample used could not be 

matched by journal entries by state or because Verizon had not made journal entries for the 

sample month. Similarly, for a second service (i.e., local exchange access) Verizon “was unable 

to provide the amount of revenue reflected in the Verizon BOCALEC hooks for local exchange 

services provided to the Section 272  affiliate^."^^ 

27 Objective IX, Procedure 3, Appendix A:84 (exchange access service). Compare General 
SIandord Procedures at 52. This same problem infects the analysis of compliance with 
5 272(e)(4). See also Objective XI, Procedure 3, Appendix A:88 (Wholesale National Directory 
Assistance), and Objective X, Procedure 3, Appendix B-1 :I 1 (local exchange service). 

z8 Appendix A:84 

29 Id. A:87. There was also an excess $9 million difference between the amount of revenue 
reflected in the Verizon BOCRLEC’s books for exchange access services and the mount paid by 
the Section 272 affiliates (VLD, GNI and VSSI). Id. 
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11. DEFICIENCIES I N  THE GENERAL STANDARDS AND PROCEDURES AND 

OF THE STRUCTURAL SAFEGUARDS TO BE IDENTIFIED 

A. 

THE AUDITOR’S REPORT PERMlT ONLY SELF-REPORTED VIOLATIONS 

The Audit Is Utterly Incapable Of Detecting Violations Of The “Operate 
Independently” Safeguards, Other Than Those To Which Verizon Is Willing 
To Admit. 

In the OI&M Forbearance Proceedings, and again in the Operate Independently NPRM 

proceedings, Verizon, like the other has repeatedly argued that the Section 272 audit is 

an adequate substitute for the Section 272(b)(1) OI&M and joint ownership safeguards.” This 

audit demonstrates the absurdity of that argument, even when dealing with structurally separate 

entities. 

The Auditor’s Report identified two OI&M violations involving the repair of Telus 

Communications Inc, (“TCI,” a 272 affiliate in Canada) plug-in cards by a non-272 affiliate 

(Verizon Logistics) using Verizon California (a BOC) testing equipment and the repair of 

Verizon Florida (a BOC) plug-in cards by TCI.32 Verizon sought to minimize these violations by 

Verizon Ol&M Forbearance Petition, CC Docket No. 96-149 (Aug. 5, 2002) at 9; Ex purle 
Letter of Dee May, Verizon, to Marlene Dortch, FCC, June 4, 2003, CC Docket No. 96-149, 
(“Verizon’s June 4 01&M ex parte”) at 3; Comments of Verizon, WC Docket No. 03-228 
(Dec. 10, 2003) at 12 and note 16; See also, Comments of BellSouth, WC Docket No. 03-228 
(Dec. 10,2003) at 11; Comments of Qwest, WC Docket No. 03-228 (Dec. 10,2003) at 7-8 and 
Reply Comments @ec. 22,2003) at 1 1 .  

30 

Section 272(b)(1) requires the interLATA affiliate to “operate independently from the Bell 
Operating Company.” 47 U.S.C. 0 272@)(1). The Commission has explained that this 
requirement encompasses four important restrictions: (1) no joint ownership of switching and 
transmission equipment, (2) no joint ownership of land and buildings housing such facilities; 
(3) no provision of operations, installation and management (“OIKcM’) services by the BOC to 
the affiliate; and (4) no provision of OI&M by the &%ate to the BOC. See First Report and 
Order and Further Notice of Proposed Rulemaking, Implementaiion of the Non-Accounring 
Safeguards of Sections 271 and 272 of the Communicafions Act of 1934, as amended, 11 FCC 
Rcd. 21905 (1  996) (‘“on-Accounling Safeguards Order”) 7 163; Memorandum Opinion and 
Order, Application by Bell Atlantic-New York For Authorization Under Section 271 In The 
State Of New York, 15 FCC Rcd. 3953,n 406 (1999) (“BA-NY Order”). 

31 

32 Objective I, Procedure 3, Appendix B:2. 
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asserting that its classification of these equipment repair arrangements as “potential OI&M 

transactions” was “~onservative.”~’ However, these transactions clearly would have fallen with 

the OI&M cost categories Verizon identified in the OI&M Forbearance Pro~eeding.3~ Verizon 

will apparently define OI&M services expansively to claim that compliance with the safeguards 

is costly,3s while defining them narrowly whcn a Section 272@)( I )  violation is identified?6 

Deficiencies in the Auditor’s Report make it impossible to ascertain whether other 

violations of section 272(b)(l) occurred. Because the Auditor’s Report does not disclose the 

identity of the “third party vendors” providing OI&M services, there is no basis for determining 

whether the unidentified “third party contractors” may have direct, or indirect, affiliation with 

the BOC. Moreover, the Auditor’s Report is even less informative than the first Section 272 

Biennial audit report in identifying the specific services provided by these “third parties.” In the 

first report, the Auditor at least identified categories of services (albeit undefmed) such as 

“Techrucal Services” or “Telecommunications  service^."^' 

33 Attachment E:14. These violations were also allegedly cured by reducing them to writing 
and/or posting these arrangements on the web. Appendix B:3 and B-1:3 and B-1:4, but see the 
General Standard Procedures at 36 (OI&M services cannot be provided by BOC and 272 
affiliate to each other; other in-house services can be provided but must be provided on an arms- 
length basis and in writing). 

Verizon’s June 4 01&M ex parte, Attachment 3 at 5 (01&M includes ‘%e day-to-day 34 

provisioning and maintenance of’ switching equipment). 

”See also SBC’s Pehtion for Forbearance and Modification at 6-8 (using a “broad” definition of 
OI&M services). 

36 Verizon declined to define OI&M services for the Auditor, stating that “Verizon’s instructions 
for compliance with this requirement rely on the common meaning of the words in the FCC’s 
tules.” Objective I, Procedure 3, Appendix A:2 and Appendix B:2. 

37 Compore Report of PricewaterhouseCoopers LLP filed on June 11,2001 and supplemenced by 
a filing on June 18. 2001 (“Verizon’s First Biennial Report”), Appendix A, Objective 1, 
Procedure 4. 
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In reviewing the joint ownership prohibition, the Auditor noted the transfer of plug-in 

equipment from TCI to Verimn Florida 38 The Auditor further found that 7% of sampled assetS 

were not properly billed to the Section 272 aff~liates.’~ As to the majority of these improperly 

billed assets, Verizon indicated that they were reclassified as non-switching and non- 

transmission assets but proffered no basis for that reclassifi~ation.~~ 

And, as in the first Section 272 Audit, the Auditor also found persistent and material 

variations between the general ledger and the detailed list of assets, making it impossible to 

determine whether costs are being properly all~cated.~’ For three Section 272 affiliates (VLD, 

GNI and GSI),42 the list of fixed assets was incomplete because that list excluded “construction 

in progress” (“CIP”) - I e., assets not yet placed in ~ervice.4~ Verizon, in the first Biennial Audit 

proceeding, argued that CIP data should not be included in the itemized lists “because there 

would be incomplete data concerning the ‘description and location of each item, date of purchase 

Appendix B:2 to B:3. This would also be a violation of Section 272(c)(l), see Appendix B-l:7 
and, to the extent provided before the execution of a written agreement, see Appendix B-1:3, a 
violation of Section 272(b)(5). 

39 Objective I, Procedure 5 ,  Appendix A:4 

4n Id. 

4 ‘  Id. A.3. 

38 

As disclosed in the Verimn Forbearance Petition proceeding, Bell Atlantic Communications, 
Inc. (BACI) d/b/a Verizon Long Distance (VLD) “Lplrovides long distance service to residential 
customers” and ‘‘serves general business customers not served by the former Bell Atlantic local 
exchange carriers.” Global Network Inc. (GNI) ‘ ( o m  and operates the Verimn domestic long 
distance network” and %ewes only internal Verizon affiliates.” Verizon Global Solutions, Inc. 
(GSI) “owns long distance switches in New York and Los Angeles for the primary purpose of 
aggregating traffic of Verizon and other carriers destined for locations outside the United States 
and also for the purpose of terminating traffic of foreign carriers in the United States.” Verizon’s 
June 4 01&M expurfe, Attachment 1. 

42 

43 The inclusion of VLD is odd since Verizon has represented elsewhere that VLD “does not own 
switching or transmission equipment.” Id 
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or transfer, pnce paid and recorded, and from whom the asset was purchased or tran~ferred.’~‘ 

But disclosure of this incomplete data would be more informative than the non-disclosure that 

has now occurred in both audits. 

Other discrepancies include the understatement in the list of fixed assets of over $3 

million for GNI (capitalized software) and $1.5 million for VSSI,4’ and the overstatement in the 

list of fixed assets for GSl by over $19 million.46 The assets are never identified. Thus, it is 

unclear whether, for example, the unlisted capitalized software refers to the OSS systems GNI 

proposes to share with its Section 272 affiliate if the OI&M safeguard is removed:’ Nor do 

Verizon’s vague explanations for these over- and under-statements provide any basis for 

determining whether there has been a proper allocation of costs!8 

Finally, the Auditor’s sampling of assets was not conducted in the manner called for by 

the General Stundard Procedures. Verizon provided the Auditor with “invoices” rather than the 

required title documents for transmission and switching facilities.49 

Ex Parte Letter from Gerald Asch, Verizon, to Marlene H. Dortch, FCC, CC Docket No. 96- 44 

150 (June I I ,  2002) at 19. 

4 5  Verizon Select Services, Inc. (VSSI) ’’serves enterprise large business customers in the areas 
of interexchange telecommunications services, managed voice and data solutions, and CPE” and 
“[plrovides prepaid and postpaid long distance calling cards, operator services and coin long 
distance services nationwide.” Verizon’s June 4 OI&M expurfe, Attachment 1. 

Objective I, Procedure 5, Appendix A.3. 46 

47 Ex parte Letter of Anne Berkowitz, Verizon, to Marlene Dortcb, FCC, October 27, 2003, 
CC Docket No. 96-149, at 4 (Verizon will be using enhancements to the local exchange carrier’s 
OSSs to promde Ol&M services to the section 272 affihate.) 

48 Verizon refers to unidentified “vendor credits” or “certain credit amounts and write offs” 
Appendix A:3, the latter then further explained as a classification issue, Attachment E l .  

49 General Standard Procedures at 28, Objective I ,  Procedure 5. 
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B. The Elimination of Procedures Used In The Prior Audit Makes It Even More 
Difircult to Determine Whether There Has Been A Violation of the Other 
Structural Safeguards, Although Even The Limited Data Reported Suggest 
That There Have Been Violations 

1. The Separate Books, Records, And Accounts Requirement 

The Auditor’s Report stated that two leases between VSSI and Verizon Credit Inc. “were 

not properly recorded as capital leases”50 in violation of Section 272@)(2)’s separate books, 

records, and accounts requirement.” Moreover, the General Sfandard Procedures used in the 

second audit did not require the production and review of underlying documentation, such as 

collections from the sale of trade accounts receivables from the 272 affiliate to the affiliates.’* 

SO Objective 11, Procedure 2, Appendix A:5. Verizon’s explanation was that despite several years 
of experience with this requirement, “the accounting for lease transactions was performed at 
remote locations and not by the centralized accounting staff‘ and that “Verizon has instituted 
new procedures to strengthen internal accounting controls” and that “effective immediately the 
central accounting staff’ will perform the “capital lease test.” Attachment E:l. The Auditor also 
found that the Virginia Section 272 affiliates, Verizon Long Distance, Virginia lnc. (“VLD- 
VA”); Verizon Enterprise Solutions, Virginia Inc. (“VES-VA”); Global Networks, Virginia Inc. 
(“GNI-VA”) and Verimn Select Services, Inc., Virginia Inc. (“VSSI-VA), did not maintain 
separate books and records although they were listed as parties on certain contmcts. 
Appendix A: 1. 

Section 272(b)(2) requires an interLATA affiliate to “maintain books, records, and accounts in 
the manner prescribed by the Commission that are separate from the books, records, and 
accounts maintained by the Bell Operating Company of which it is an affiliate.” 47 U.S.C. 

5 1  

§ 272@)(2). 

52  Nor did the General Standard Procedures require a review of the process for how the 272 
affiliate received credit for these collections and verification that collection of the trade accounts 
receivable was reflected in the accounts of the 272 affiliate. See Verizon’s First Biennial 
Report’s General Standard Procedures, Objective 11, Procedure 3. 
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2. The Separate Officers, Directors, And Employees Requirement 

The Auditor’s Report suggests potentially conflicting overlaps, but the further diluted 

General Sfandard Procedures preclude any ability to determine whether there has been any 

compliance with the “separate officers, directors, and employees” req~irernent.’~ 

Potential violations were clearly present. The Auditor noted that ‘‘there were instances of 

common officers and directors between CANTV (the 272 affiliate) and Puerto Rico Telephone 

Company” but “due to the late disclosure of Ihe item,” the Auditor was unable to pursue this 

issue 54 In addition, a program run by the Auditor pursuant to the General Srundurd Procedures 

identified an overlapping officer (also an employee of Verizon Corporate Services Corp.) and 

director (also an employee of Venzon Communications, Inc.) and 217 overlapping 

The General Sfandard Procedures used in the second biennial audit did not, unlike those 

used in the first audit, require the Auditor to inquire as to whether the calculation of the annual 

bonuses for the 217 overlapping employees or the overlapping officer and director was tied to 

the performance of the BOC, or the combined performance of the BOC and the Section 272 

affiliate,56 although this omitted procedure was used by the Auditor in the prior audit to identify 

a potential violation of section 272.” The General Standard Procedures used in this audit also 

’’ Section 272(b)(3) requires an interLATA affiliate to “have separate officers, directors, and 
employees from the Bell Operating Company of which it is an affiliate.” 47 U.S.C. 5 272@)(3). 

54 Appendix B:3. 

’’ Objective 111, Procedures 1 (officers and directors) and 2 (employees). Appendix A:6. The 
Auditor did not, as it had in the first audit, review the Consents of the Section 272 Affiliates and 
the Minutes of the BOC Boards of Directors meeting to identify overlapping officers and 
directors (at least one potential violation was found in the prior audit). Verizon’s First Biennial 
Report, Appendix A, Objective 111, Procedure 2 
56 Verizon’s First Biennial Audit, General StandordProcedures, Objective 111, Procedure 7. 

57 Verizon’s First Biennial Report, Appendix A, Objective 111, Procedure 7. 



did not, unlike those used in the first audit, require the auditor to obtain and review the BOC’s 

and Section 272 affiliates’ relevant employment policies and procedures.58 This further dilution 

of the General Sfandard Procedures requirements makes it impossible to ascertain whether there 

has been any other violation of Section 272@)(3). 

3. The No Recourse To BOC’s Assets Requirement 

The Auditor’s Report indicates that the Section 272 affiliates’ debt 

agreementshnstruments were with a related party, Verizon Global Funding (“VGF”).59 While 

the Auditor “did not note any language” in those 272 affiliates’ debt agreements/instruments 

“indicating guarantees of recourse to the Verizon BOC/ILEC’s assets, either directly or 

indirectly through another affiliate,”60 there is no indication that the Auditor in any way 

examined whether VGF’s creditors had recome to the Verizon BOC/ILEC’s assets. If they did, 

the Section 272 affiliates would directly benefit from VGF’s ability to obtain lower rates in the 

fmancial markets because its creditors had recourse to the Verizon BOC/ILEC’s local monopoly 

assets. This is particularly true if the Section 272 affiliates are VGF’s sole, or primary, 

borrowers. Under those clrcumstances, if the Section 272 affiliates defaulted, VGF would have 

to default on its obligations as well, and resort by VGF’s creditors to the BOC assets under these 

circumstances would violate Section 272(b)(4).6’ In the Non-Accounling Safeguards Order, the 

Commission interpreted Section 272(b)(4) to prohibit a BOC, the parent of a BOC, or a non- 

Section 272 affiliate of a BOC from co-signing a contract or other instrument with its Section 

5 s  Verizon’s First Biennial Audit, General Standard Procedures, Objective UI, Procedure 1 

59  Objective IV, Procedure I ,  Appendix A:7. 

6o Id 

Section 272(b)(4) provides that an interLATA affiliate “may not obtain credit under any 
arrangement that would permit a creditor, upon default, to have recourse to the assets of the Bell 
operating company.” 47 IJ.S.C. 5 272(b)(4); 47 C.F.R. 4 53.203(d). 

61 
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272 affiliate that would permit a creditor recourse to the BOC’s assets in the events of default by 

the Section 272 affiliate. 11 FCC Rcd at 21995. 

Moreover, when the Auditor sought confirmation of lack of recourse, less than half of the 

loan institutions and lessors (1  7/35) responded. Moreover, although the General Standard 

Procedures also required that confrmations to be sent to major suppliers and that non-major 

suppliers be included in the sample,6* none of the suppliers were contacted. 

111. THE AUDIT REPORT IDENTIFIES NUMEROUS VIOLATIONS OF THE 
TRANSACTIONAL SAFEGUARDS 

A. 

Section 272(b)(5) requires an interLATA affiliate to “conduct all transactions with the 

Bell operating company of which it is an affiliate on an arm’s length basis with any such 

transactions reduced to writing and available for public inspection.” 47 U.S.C. 8 272@)(5). The 

Commission has found that these requirements include three distinct obligations: ( I )  the 

interLATA affiliate must provide, at a minimum, a detailed written description of assets 

transferred or services provided, and post the terms and conditions of the transaction on the 

company’s home page on the Internet within 10 days of the transaction; (2) the descriptions 

“should be sufficiently detailed IO allow [the Commission] to evaluate compliance with [the 

Commission’s] accounting rules”; and (3) the descriptions must be made available for public 

inspection at the BOC’s principal place of business, and must include a statement certifying the 

truth and accuracy of such disclosures.6’ 

“Transactions On An Arms’ Length Basis.” 

62 General Siandard Procedures, Objective IV, Procedure 3. 

b3 Report and Order, Accounting Safeguards Under ihe Telecommunications Act of 1996, 
1 I FCC Rcd. I7359 (1 996) (“Accounting safeguard Order”) at 17593-94. Specificdly, 
disclosures should include a description of the rates, terms and conditions of all transactions, as 
well as the frequency of recurring transactions and the approximate date of completed 
transachons. For asset transfers, the BOC should disclose the appropriate quantity and, if 
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1. Provision Of Services Prior To The Execution Of A Written 
Agreement 

The Auditor’s Report identified nine instances disclosed by Verizon where, during the 

audit period, the Verizon BOCs provisioned services prior to the execution of a written 

agreement or amendment.@ Six additional incidents involved the former GTE BOCS.~’ 

At least five of the arrangements involved VSSI. VSSI’s prepaid card arrangement with 

the BOCs was never fully reduced to writing.66 Verizon claimed that its failure to do so was 

‘‘. ~nadvertent.”~~ The provision of CARE products by the GTE ILECs to VSSI was also not 

reduced to a written agreement for almost two years, and even then, the written agreement was 

not complete - a supplemental written agreement had to be executed four months later.68 This 

relevant, the quality of the transferred assets. For the affiliate transactions involving services, the 
BOC should disclose the number and type of personnel assigned to the project, the level of 
expertise of such personnel, any special equipment used to provide the service, the length of time 
required to complete the transaction, whether the hourly rate is a fully loaded rate, and whether 
or not that rate includes the cost of materials and all direct or indirect miscellaneous and 
overhead costs. Second BellSouth Louisiana Order, 13 FCC Rcd at 20790-95. 

64 Objective V and VI, Procedure 4, Appendix A:28-3 I.  

65 Appendix B-1:2 to B-1.4. 

66 Appendix A:30. The Auditor’s Repoa discloses here the agreement (and amendments thereto) 
pursuant to which VSSI provided long distance services to the Verizon BOCfILECs omitted the 
rate schedule for prepaid calling cards for an initial nine-month period and then “from 
January25, 2002 forward.” Moreover, “although these cards were provided to Verizon 
BOCfILECs during the engagement period, the Verizon BOCfILECs were not added as parties to 
the Agreement until lune 21, 2002.” It is unclear from the Auditor’s Report as to whether this is 
the same prepaid card arrangement between these parties referred to in Objective VII, Procedure 
1, Appendix A55 (identified as a discriminatory no-bid sole-source arrangement). 

6’ Appendix A:30; see also Attachment E:2. No explanation was provided for the preferential 
arrangement. Attachment E l  1, 

Appendix A:29-30 
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error was similarly attributed to “human Other VSSI-related violations include an 

agreement involving “Verizon New York’s supervision of two project managers in VSSl who 

provided management services to the Verizon West ILECs in connection with large business 

accounts” where services were provided for twenty one months before the written agreement was 

executed. Similarly, various carrier identification codes for VSSl were not included in an 

Affiliate Billing Services Agreement. No explanation is provided for the delay in reducing these 

agreements to writing.?’ 

Verizon also omitted for eight months the rates for fraud management services under a 

Billing Services Agreement between the 272 affiliates and the Venzon BOCs, explained by 

Verizon as resulting from “inadvertence.”” A further agreement not reduced to writing was an 

Operations Readiness Testing (“ORT”) Services agreement with services to be provided by VLD 

“andor” VES” for the Verizon LECs in connection with the LEC retail marketing campaigns 

and a nationwide network build out plan, for a contract price of approximately $3 million 

combined. No explanation was provided by Verizon.’’ These are not immaterial agreements, 

nor is the delay in reducing these agreements to writing. 

The six GTE violations include the three Section 272@)(1) violations between TCI and 

Verizon Florida and Verizon California. They also included TCI obtaining NOC services from 

69 Attachment E:2. 

70 The fifth agreement was a Master Service Agreement for Ancillary Tasks. Appendix A:30. 

71 Id. A:30; see also Attachment E:2 

NYNEX Long Distance Company d/b/a Verizon Enterprise Solutions (VES) “[s]erves general 
business customers, primarily within the former Bell Atlantic footprint.” Verizon’s June 4 
Ol&M ex parte, Attachment I .  No explanation is provided as to why the Auditor could not 
determine whether it was VLD or VES. 

12 

Appendix A:30-31; see also Attachment E:2. 73 
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the ILECs through a service bureau agreement, TCl’s provision of training services to Verizon 

Hawaii and Verizon South (North Carolina), and TCl’s purchase of tariffed local 

telecommunications services from Verizon New Hampshire, Verizon New York, Verizon 

Maryland, and Verizon New Jersey.” 

2. Internet Posting Violations 

The Auditor’s Report identified numerous potential Internet posting violations in 35 of 

the 81 contracts sampled. These included a failure to state terms andor rates in six amendments 

to a Marketing and Sales Agreement and a CARE product agreement with VES,75 explained by 

Verizon as allegedly due “to administrative or human These violations also include a 

failure to state rates, and in most cases also terms, from nine other agreements with GNI and 

VSSI 7’ As to six of these agreements, Verizon again blames alleged “human administrative 

error or oversight” or a “simpl[e] ... fail[ure] to map each and every rate perfectly.”” In 

addition, 19 posted Access Service Requests (“ASRs”) with GNI (all in New York except for a 

single DS-I service in Pennsylvania) “did not contain the sufficiently detailed information 

necessary to enable [the Auditor] to agree the specific rates, terms and conditions in the written 

agreements to their respective web p~s t ings . ”~~  

74 Appendix B- 1 :4. 

’’ Appendix A:31, Table 6. A “-” is a match and “x” a discrepancy. Id. A:49 and Attachment 
E:3. 

’‘ Attachment E.3 (emphasis added). No explanation is provided as to the difference between 
the two types of error. 

77 Appendix A:3 I ,  Table 6. 

’’ Attachment E?-E.4 

Appendix A:34 and Table 7. 79 
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3. Availability For Public Inspection Violations 

There were also material discrepancies between the posted transactions and those 

available for public inspection. Using a sample of 87 agreements from four Verizon locations in 

different states, 21 were identified as deficient either because they were not available for public 

inspection dunng the Auditor’s visit, because specific pages were missing, or because dates were 

missing.80 Over half of these breaches (13) were attributed to alleged “human” or 

“administrative” errors.” Verizon’s other excuses for the reported breaches (z.e., that the process 

is manual, that very few IXCs have ever requested these agreements, and that the Auditor did not 

specifically ask for these documents although i t  is clear that the Auditor did because they were 

selected from a sample) do not adequately explain why the documents were unavailable for 

purposes of this audit. 

4. Delayed Posting Violations 

Verizon failed to post a significant portion of its agreements in a timely manner. Over a 

third (29) of the 82 agreements sampled were not posted within 10 days as required.” Over a 

quarter of those (8) were filed late because of alleged “administrative” ‘‘issues’’ or  error^."^' In 

addition to the sampled agreements, Verizon self-reported an additional 22 agreements (or 

amendments to agreements) posted late due to “administrative error.”&1 The audit of the GTE 

ILECs identified four additional late postings (out of six sampled agreements).” 

Appendix A:35-A:42 and Tables 9-1 1 

Attachment E:6-E:7. 81 

82 Appendix A:42-A:44 and Tables 12-15. 

83 Id. A:42, Table 12 and Attachment E:8. 

Appendix A.43-A:44, Table I5  and Attachment E:8. 

Objective V &VI, Procedure 5, Appendix 8-1:4. 

84 

85 
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5. Inadequate Web Postings 

Postings for nine of the sampled agreements (and over 21 amendments thereto) “did not 

contain some of the required disclosures for posting.”86 For example, an amendment to a VES 

Marketing and Sales Agreement and two VSSI contracts did not contain “the number and type of 

personnel assigned to the project” and the same VES amendment and one of the VSSI 

agreements did not set forth “the level of expertise of such personnel (including the associated 

rate per service unit, e.g., contacts, hours, days), any equipment used to provide the service and 

the length of time required to complete the tran~action.”~’ Moreover, the VES Marketing and 

Sales Agreement and all the amendments thereto failed to state, as required, “whether the hourly 

rate is a fully-loaded rate and whether or not that rate includes the cost of materials and all direct 

and indirect miscellaneous and overhead costs, for goods and services provided at FDC.”S8 And 

the posting for the VSSI Long Distance Telecommunications Services Agreement and for a VLD 

Memorandum of Understanding (Access Services) failed to disclose, as required, the hquency 

of recurring transactions, and GNI postings for access services in Pennsylvania and New York 

failed to state the approximate date of the completed transaction and the completion time. Once 

agam, Verizon’s explanation was that these violations were due to alleged “administrative 

errors.” 89 

* * * 

Although Verizon repeatedly shrugs off virtually all of these violations as “administrative 

error,” the audit demonstrates that these “errors” are too frequent and pervasive to be dismissed 

86 Appendix A.44. 

” See the General Standard Procedures at 40 and Attachment A:45-A:48, Table 16. 

See the General Standard Procedures at 40 and Attachment A:45-A:48, Table 16. 

Appendix A:44. 89 
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and indeed undermine the credibility of those assertions. Instead, the alleged excuses show that 

Verizon does not take seriously its compliance obligations 

Moreover, the “[rlevised web posting procedures” adopted after the last audit and 

described in the Auditor’s Report are clearly inadequate.” They consist of nothing more than 

“incorporat[ing] previously issued contracting and pricing guidelines” and imposing upon the 

Section 272 Contract Administrator two new responsibilities that are so basic and self-evident 

that it is hard to understand why they were not adopted earlier. The Administrator will now 

compare web posting to final executed agreements and will notify the employee with web 

posting responsibilities of new agreements or amendments prior to their execution dates). In 

light of the pervasiveness of the alleged “administrative erron” identified just in the very limited 

samples taken, the new “internal controls” hardly seem sufficient to prevent future abuse. 

B. “Valuation Methodology” 

1. Services Provided By The BOC To The Section 272 Affiliate 

The Auditor’s Report indicates that the only services provided by the BOC to the 

Section 272 affiliate were marketing and sales services.” The Auditor’s Report contains only 

the general assertion that, for 83 of the 88 transactions sampled, the “unit charges were priced at 

the higher of either FDC or FMV This general assertion is insufficient. As in the prior audit, 

the Auditor should have inquired into the calculations of FMV and FDC at the component 

90 Id. A50. See also Appendix C: 1 -C:4. 

Objective V & VI, Procedure 8, Appendix A50 (provided to VLD, VES and VSST) 91 

q2 Id. The Auditor’s Report further noted that 4 of the 88 sampled transactions (actually 87 
sampled transactions, because one of the sampled transactions was an invoice which 
management indicated was billed in error) were credit balance transactions and “the invoice did 
not contain the unit charge” needed to determine whether these services were recorded in the 
books of the Verizon BOCALEC in accordance with the affiliate transaction rules. Id. A:51. 

26 



Dr. Selwyn, in the Operafe Independenfly NPRMproceedings, explained in detail why 

the current valuation of services provided by the BOC ILEC entities to the Section 272 long 

distance affiliates, including ‘3oint marketing” services, do not comply with the ‘‘anns length” 

requirement under the Commission’s rules.94 

2. Services Provided By The Section 272 Affiliate To The BOC 

With respect to services provided by the section 272 affiliates to the BOC, the Auditor 

noted that “Mor 10 of the 87 samples, management indicated they were unable to locate the 

corresponding amount in the Verizon BOCIILECs’ books.” Appendix A:52. This included four 

long distance voice services, a prepaid card service and five CPE-related services. Verizon 

blames the problems with the long distance and CPE services on how the data files are 

“processed.” But the process description does not explain how the error occurred.95 

As to asset transfers, once again the General Standard Procedures used here did not 

require the production of substantiation as required in the first audit. Specifically, although there 

The General Standard Procedures for th is  item were the same, compare the General Standard 
Procedures in Verizon’s Second Biennial Audit, Objective V & VI, Procedure 6 with the 
General Standard Procedures in Verizon’s First Biennial Audit, Objective VNI, Procedure 9 
and Verimn’s First Biennial Report, Appendix A, Objectives VN1, Procedure 9, at 20-24 (for 
approximately 70 percent of the transachons, the Auditor was unable to compare all of the 
components of FDC and FMV, including development and maintenance of customer database 
records and the customer complaint center). The remedial steps described in Appendix C:12 - 
C: 13 do not, and clearly should not, include ehminating this analysis entirely. 

93 

AT&T’s Operate Independently NPRM Comments, WC Docket No. 03-228, Selwyn Dec. 
7 27 (filed December 10, 2003). See also Dr. Selwyn’s discussion of the “prevailing price 
loophole,” Selwyn Dec. 77 9, 29-30. That loophole seems to have been used here as well. See 
e g., Appendix B-l:5 (for Directory Assistance provided by TCI to the BOCs). 

95 TCI also provided the Verizon BOChLECs with Directory Assistance priced at Prevailing 
Market Price (“PIG”’). Appendix B-I 5. The basis for valuation at PMP rather than the lower of 
FMV or FDC, see the General Standard Procedures at 35 ,  is not provided. 

94 
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were inter-affiliate asset transfers, management was not required to produce to the Auditor the 

underlying invoices to confirm that the assets transferred to the Section 272 affiliates were not 

“indirect” transfers from the BOC through another 

CONCLUSION 

For the reasons stated, the Commission should penalize Verizon for its lack of 

compliance with Section 272, and should immediately re-audit Verizon using appropriate 

procedures and standards. 

Respectfully submitted, 

lsl Arveh S. Friedman 
Leonard J. Cali 
Lawrence J. Lafaro 
Aryeh S. Friedman 
AT&T Corp. 
One AT&T Way 
Bedminster, New Jersey 0972 1 
(908) 532-1831 

February 10,2004 

v6 Verizon’s First Biennial Report, Appendix A, Objective V &VI, Procedure 13. 
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